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EXAMINATION  IN  GENERAL  ACCOUNTING 


Thursday,  November  2,  1944,  from  9 A.  M.  to  1 P.  M. 


Note  to  Candidates — Mere  answers  to  questions  do  not  provide 
sufficient  evidence  of  ability.  An  air  of  appearance  of  professional 
workmanship  is  desired — including  neatness,  absence  of  amateur 
performance,  set-up  of  answers,  and  clearness  of  explanations.  Place 
your  candidate  number  and  page  number  at  the  top  right-hand 
corner.  Papers  are  to  be  clipped  at  the  top  left-hand  corner. 


QUESTION  NO.  1 

1.  Define  natural  business  year,  and  state  advantages  over  calendar 
year  basis  for  accounting  purposes. 

2.  Define  contingent  liabilities  and  state  the  classes  of  liabilities 
included  thereunder. 

3.  State  the  formula  for  the  computation  of  the  inventory  turn- 
over of 

(a)  Finished  Goods 

(b)  Work  in  Process 

(c)  Raw  Materials 

(d)  Supplies 

4.  Define  Cost  Variances  and  state  the  classes  in  which  they  may  be 
recorded. 

5.  State  at  least  six  bases  ordinarily  applied  in  the  distribution  of 
burden  to  product  costs. 

6.  Define  the  circumstances  under  which  a discovery  value  is  used. 


QUESTION  NO.  2 

1.  (a)  Since  January  1,  1940,  the  Smith  Carpet  Manufacturing  Com- 
pany has  used  the  “last-in,  first-out”  method  for  valuing  the 
wool  and  cotton  content  of  inventories.  All  other  items  in- 
cluded in  the  inventories  have  been  priced  on  the  “first-in, 
first-out”  method.  Under  the  method  of  application  elected 
by  the  company,  increases  in  the  inventory  of  wool  and  cotton 
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are  taken  in  the  order  of  acquisition.  Prior  to  the  adoption 
of  the  “last-in,  first-out”  method,  the  company  had  priced  the 
wool  and  cotton  content  of  the  inventories  at  the  lower  of  cost 
or  market,  “first-in,  first-out”  method.  During  the  years  1939 
to  1943,  inclusive,  the  value  of  the  inventories,  priced  at  cost, 
was  always  less  than  market.  There  was  no  wool  or  cotton 
on  hand  at  December  31,  1939,  which  had  been  purchased 
prior  to  the  calendar  year  1939. 

Inventories  of  wool  and  cotton  in  pounds  at  the  ends  of  each 
of  the  five  years  from  1939  to  1943,  inclusive,  were  as  follows: 


Wool 

Cotton 

December  31,  1939  . . . 

. 4,000,000  lbs. 

800,000  lbs. 

1940  ... 

. 5,000,000  lbs. 

600,000  lbs. 

1941  ... 

. 4,500,000  lbs. 

1,000,000  lbs. 

1942  ... 

. 3,000,000  lbs. 

2,000,000  lbs. 

1943  ... 

. 2,000,000  lbs. 

1,400,000  lbs. 

Purchases  of  wool  and  cotton  in  pounds  from 
inclusive,  were  as  follows: 

1939  to  1943, 

© 

Wool 

Cotton 

Pounds 

Price  Per 

Pounds 

Price  Per 

Purchased 

Pound  Purchased  Pound 

1939,  Jan 

. . 600,000 

$.25 

200,000 

$.17 

Feb 

. . 500,000 

.25 

100,000 

.17 

Mar 

. . 400,000 

25 

200,000 

.17 

Apr 

. . 400,000 

.25 

100,000 

.18 

May 

. . 400,000 

.25 

200,000 

.18 

June  

. . 400,000 

.25 

200,000 

.20 

July  

. . 600,000 

.30 

100,000 

.18 

Aug 

. . 600,000 

.30 

100,000 

.16 

Sept 

. . 600,000 

.30 

100,000 

.18 

Oct 

. . 500,000 

.35 

— 

— 

Nov 

. . 500,000 

.35 

50,000 

.20 

Dec 

. . 500,000 

.35 

50,000 

.20 

1940,  Jan 

. . 600,000 

.37 

50,000 

.20 

Feb 

. . 600,000 

.38 

100,000 

.20 

Mar.  

. . 700,000 

.38 

50,000 

.20 

Apr 

. . 700,000 

.38 

100,000 

.20 

May 

. . 700,000 

.39 

200,000 

.20 

June  

. . 700,000 

.39 

100,000 

.20 

July  

. . 700,000 

.39 

100,000 

.20 

Aug 

. . 800,000 

.39 

100,000 

.20 

Sept 

. . 800,000 

.40 

100,000 

.20 

Oct 

. . 800,000 

.40 

100,000 

.20 

Nov 

. . 800,000 

.40 

100,000 

.21 

Dec 

. . 800,000 

.40  ! 

200,000 

.22 
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Wool  Cotton 


Pounds 

Purchased 

Price  Per 
Pound 

Pounds 

Purchased 

Price  Per 
Pound 

1941,  Jan 

800,000 

.40 

200,000 

.25 

Feb 

700,000 

.41 

100,000 

25 

Mar 

800,000 

.42 

50,000 

.30 

Apr 

900,000 

.42 

100,000 

.30 

May  

900,000 

.42 

100,000 

.30 

June  

900,000 

.42 

100,000 

.30 

July  

900,000 

.42 

200,000 

.30 

Aug 

900,000 

.43 

300,000 

.35 

Sept 

900,000 

.43 

300,000 

.35 

Oct 

900,000 

.43 

300,000 

.35 

Nov 

900,000 

.42 

300,000 

.36 

Dec 

1,000,000 

.42 

600,000 

.37 

1942,  Jan 

1,000,000 

.41 

900,000 

.38 

Feb 

1,200,000 

.42 

700,000 

.39 

Mar 

1,200,000 

, .43 

600,000 

.39 

Apr 

700,000 

.43 

300,000 

.40 

May 

700,000 

.43 

200,000 

.40 

June  

700,000 

.46 

300,000 

.40 

July  

700,000 

.47 

300,000 

.40 

Aug 

700,000 

.47 

100,000 

.40 

Sept 

700,000 

.47 

100,000 

.40 

Oct 

700,000 

.47 

100,000 

.40 

Nov 

700,000 

.47 

100,000 

.40 

Dec 

700,000 

.48 

100,000 

.40 

1943,  Jan 

700,000 

.48 

100,000 

.40 

Feb 

600,000 

.50 

100,000 

.40 

Mar 

600,000 

.50 

300,000 

.40 

Apr 

500,000 

.51 

— 

— 

May 

500,000 

.51 

300,000 

.40 

June  

500,000 

.51 

100,000 

.40 

July  

500,000 

.51 





Aug 

500,000 

.51 

— 

— 

Sept 

500,000 

.51 

100,000 

.40 

Oct 

500,000 

.51 

200,000 

.40 

Nov 

500,000 

.51 

— 

— 

Dec 

500,000 

.51 

— 

— 

Required  1.  (a)  : 

From  the  foregoing  information  compute  the  values  of  the 
wool  and  the  cotton  content  of  the  inventories  as  of  the  close 
of  each  of  the  five  years  from  1939  to  1943,  inclusive. 

1.  (b)  Because  of  Governmental  wartime  restrictions  during  the  year 
1943  on  the  use  of  wool  in  the  manufacture  of  carpets,  the 
Smith  Carpet  Manufacturing  Company  decreased  the  usual 
quantity  of  wool  used  in  the  production  of  carpets,  and  sub- 
stituted rayon  in  place  of  wool  in  equivalent  amounts  and 
for  the  same  purpose. 
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Required  1.  (b): 

How  should  the  rayon  included  in  the  inventory  at  Decem- 
ber 31,  1943,  be  priced?  Give  reason  for  your  answer. 

2.  Give  brief  answers  to  each  of  the  following  questions: 

(a)  What  is  meant  by  valuing  inventories  under  “the  elective 
method”? 

(b)  What  is  meant  by  “involuntary  liquidation”  of  the  inventory? 

(c)  If  a company  has  elected  to  use  the  “last-in,  first-out”  in- 
ventory method  for  Federal  income  tax  purposes,  and  if  the 
value  of  certain  inventory  items  at  market  is  lower  than  “last- 
in,  first-out”  cost,  may  the  company  value  such  items  at  mar- 
ket (1)  in  its  annual  financial  statements  submitted  to  share- 
holders and  creditors,  (2)  in  interim  financial  statements,  and 
(3)  in  determination  of  net  income  for  Federal  income  tax 
returns? 

(d)  In  the  production  of  carpets  a considerable  amount  of  waste 
wool  is  realized.  The  Jones  Carpet  Company,  in  valuing  its 
inventory  of  finished  carpets  converts  by  formula  the  pounds 
of  wool  included  in  a finished  carpet  to  the  pounds  of  raw 
wool  used  to  produce  such  carpet,  and  the  poundage  as  thus 
determined  is  used  to  value  the  wool  content  of  the  finished 
carpet.  The  scrap  value  of  the  wool  waste  realized  in  pro- 
duction is  credited  currently  to  cost  of  goods  manufactured. 
The  wool  waste  on  hand  at  the  inventory  date  is  priced  at  its 
realizable  value.  What  fallacy  exists  in  this  method  of  valua- 
tion of  the  inventory? 


QUESTION  NO.  3 

1.  What  procedures  should  be  followed  to  meet  the  requirements  of 
generally  accepted  auditing  standards  for  the  verification  of  physi- 
cal quantities  of : 

(a)  Material  stored  in  piles,  (scrap  iron,  iron  ore,  etc.)  where 
external  measurements  or  survey  of  the  piles  may  be  inade- 
quate. 

(b)  Large  quantities  of  packaged  materials  (barrels,  boxes,  or 
bags)  stacked  in  solid  form. 

2.  Many  companies  will  not  take  physical  inventories  this  year,  either 
voluntarily  or  by  direction  of  the  Government  in  order  not  to 
interrupt  the  necessary  production  of  war  materials.  This  will 
prevent  the  independent  accountant  from  making  the  usual  obser- 
vations or  physical  tests  in  accordance  with  generally  accepted 
procedure.  In  cases  such  as  these,  to  what  extent  is  an  independent 
accountant  justified  in  relying  on  alternative  procedures  to  satisfy 
himself  as  to  the  fairness  of  inventory  amounts  of  work  in  process? 
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(a)  Where  a perpetual  inventory  tied  in  with  the  general  accounts 
is  kept? 

(b)  Where  there  is  no  form  of  book  record  of  inventories? 

3.  What  effect  will  the  omission  of  physical  inventories  have  on  the 

accountant’s  report? 

(a)  Where  there  are  adequate  records  and  effective  inventory 
control? 

(b)  Where,  even  though  .there  are  not  adequate  records  and  in- 
ventory control,  the  independent  accountant  is  able  to  satisfy 
himself  by  eviednce  of  a more  general  character  that  any 
discrepancy  in  the  amount  shown  could  not  be  substantially 
large  to  distort  seriously  the  position  of  the  company  or  the 
results  of  its  operations  as  recorded? 

(c)  Where  there  is  no  effective  means  of  reaching  even  the  con- 
clusion indicated  under  (b)  ? 

Accounts  Receivable 

(a)  Describe  positive  and  negative  methods  of  confirming  ac- 
counts receivable. 

(b)  In  what  cases  is  it  not  desirable  to  use  a negative  method  of 
confirmation? 

(c)  Is  it  ever  feasible  to  use  both  a positive  and  negative  form  of 
confirmation  upon  the  same  engagement? 

(d)  In  cases  where  the  positive  form  of  confirmation  is  used,  in 
what  manner  does  the  accountant  decide  whether  or  not  the 
responses  thereto  are  satisfactory? 

(e)  What  method  would  you  use  to  satisfy  yourself  of  the  authen- 
ticity of  accounts  receivable  from  departments  or  agencies 
of  the  United  States  Government? 


QUESTION  NO.  4 

Thomas  Longway,  a resident  of  Philadelphia,  Pa.,  died  in  Raleigh, 
North  Carolina,  on  December  31,  1942.  Under  his  will  which  he  ma'de 
in  Philadelphia,  Pa.,  he  stipulated  first  that  all  his  debts,  funeral  ex- 
penses, administrative  expenses,  legal  fees  and  executor’s  commissions 
should  be  paid.  Next  he  provided  that  $20,000.00  cash  be  paid  to  the 
Philadelphia  Institute  for  the  Blind,  a non-profit  charitable  organiza- 
tion. From  the  balance  remaining  he  bequeathed  one-half  of  his  estate 
to  his  wife  Mary,  one-quarter  to  his  son  James,  and  one-eighth  each 
to  his  brother  Paul  and  sister  Helen.  The  heirs  are  to  pay  their  own 
share  of  Federal  Estate  Taxes.  His  wife  was  named  executrix. 
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The  estate  was  composed  of  the  following: 


Appraised,  Value 
Dec.  31,  191$ 


Real  estate  located  in  Pennsylvania  $25,000.00 

Real  estate  located  in  North  Carolina 10,000.00 

Preferred  stocks,  3%;  par  value,  $150,000.00  155,500.00 

Corporation  coupon  bonds,  4%;  par  value,  $30,000.00  30,000.00 

First  mortgages,  5%;  par  value,  $60,000.00  60,000.00 

Cash  33,000.00 

Life  insurance  10,000.00 

Jointly  owned  real  estate  (residence  in  Pennsylvania)  9,200.00 

Personal  property  (household  effects)  5,000.00 

Transfers  during  decedent’s  life  (revocable  trust),  3%  bonds; 

$60,000.00  par  65,000.00 

Accrued  interest  on  first  mortgage  1,500.00 

Accrued  dividends  (declared)  on  preferred  stocks  2,250.00 


Total  gross  estate 


$406,450.00 


Deductions 


Debts  of  decedent  $20,000.00 

Mortgages  payable  on  Pennsylvania  real  estate 5,000.00 

Funeral  expenses  2,500.00 

Attorney’s  fees  7,500.00 

Executor’s  commissions  8,037.00 

Miscellaneous  administrative  expenses  1,000.00 


Total  deductions  $44,037.00 


An  examination  of  the  assets  indicates  that  the  life  insurance  repre- 
sents two  policies  of  $5,000.00  each.  The  estate  is  beneficiary  under 
one  policy  and  a niece  of  the  decedent  is  beneficiary  under  the  other 
policy.  The  decedent  retained  power  to  change  the  beneficiary  and 
the  power  to  assign  or  borrow  on  both  policies. 

The  jointly  owned  real  estate  was  purchased  in  1935  by  the  decedent 
and  his  wife  for  $10,000.00,  each  contributed  $5,000.00  in  cash. 

On  January  1,  1939,  the  decedent  created  a Revocable  Trust  by 
depositing  $60,000.00  par  value  3%  Bonds  in  Trust,  the  income  from 
which  was  to  be  paid  to  himself  during  his  lifetime  and  at  his  death 
the  principal  was  to  be  paid  to  two  of  his  cousins.  The  bonds  were 
distributed  to  the  heirs  on  May  31,  1943,  at  which  time  they  were 
appraised  at  $60,000.00. 

Interest  and  dividends  on  bonds  and  stocks  are  payable  on  June  30th 
and  December  31st  of  each  year. 
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A second  appraisal  of  the  gross  estate  was  made  as  of  December 
31,  1943,  and  showed  the  following  changes: 


Real  estate,  located  in  North  Carolina  §7,000.00 

Preferred  stocks,  37c;  par,  §150,000.00  150,500.00 

Corporation  coupon  bonds,  4%;  par,  §30,000.00  30,000.00 

First  mortgages,  57c;  par,  §60,000.00  55,000.00 

Transfers  during  decedent's  life  (revocable  trust)  60,000.00 


All  other  assets  were  appraised  at  amounts  similar  to  December  31, 

1942. 

The  attorney  advised  that  inasmuch  as  the  decedent  died  in  North 
Carolina  and  owned  real  estate  therein,  under  the  laws  of  that  state 
the  testator  was  considered  as  having  died  intestate  and  the  North 
Carolina  real  estate  was  distributable  one-half  each  to  his-wife  and  son. 

On  December  31,  1943,  the  estate  was  still  in  the  process  of  admin- 
istration and  the  fiduciary  did  not  distribute  any  personalty  income. 

For  purposes  of  computing  each  beneficiary’s  share  of  Federal 
Estate  Tax,  use  10 c/o  of  net  amount  of  estate  receivable.  Allow 
$60,000.00  exemption  for  Federal  Estate  Taxes.  (Do  not  consider  any 
Pennsylvania  or  North  Carolina  inheritance  taxes.) 

Alary  Longway  was  appointed  agent  by  the  heirs  for  the  real  estate 
holdings,  which  passed  directly  to  the  heirs  who  hold  the  same  as 
tenants  in  common.  She  did  not  distribute  the  1943  real  estate  income. 

During  the  calendar  year  1943  the  executrix  (and  agent  for  the 
realty)  received  and  paid  out  the  following  cash: 


Receipts 


Dividends  on  preferred  stocks  §6,750.00 

Proceeds  from  sale  of  North  Carolina  real  estate,  December 

31,  1943  7,000.00 

Interest  on  corporation  coupon  bonds  600.00 

Proceeds  from  sale  of  §30,000.00  par  corporation  coupon 

bonds,  June  30,  1943  29,000.00 

Interest  on  first  mortgages  4,500.00 

Proceeds  from  life  insurance,  estate  beneficiary  5,000.00 

Rents  from  North  Carolina  real  estate  150.00 

Rents  from  Pennsylvania  real  estate  , 2,850.00 


Total  receipts  §55,850.00 


Payments 


Debts  of  decedent  §20,000.00 

Funeral  expenses  2,500.00 

Executor’s  commissions  (2 7c  of  §401,850.00)  8,037.00 

Attorney  fees  • 7,500.00 

Miscellaneous  administrative  expenses  1,000.00 

Expenses  on  Pennsylvania  real  estate  (includes  §300.00  in- 
terest on  mortgage)  1,200.00 

Expenses  on  North  Carolina  real  estate  150.00 

Commissions,  57c  of  income  collected  555.00 


Total  payments  §40,942.00 
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QUESTION  NO.  4— Continued 

Required  : 

(1)  Prepare  a statement  showing  Gross  Estate  and  Deductions  for 
Federal  Estate  Tax  purposes. 

(2)  Prepare  a statement  showing  distributable  net  estate  receivable 
by  each  heir  under  Pennsylvania  and  North  Carolina  laws,  and 
the  Federal  tax  payable  by  each  heir. 

Notu — Form  of  accounts  as  required  by  the  Court  is  not 
desired,  simply  statements  of  results. 


QUESTION  NO.  5 

The  relevant  declared  value  excess  profits  tax,  income  tax,  surtax 
and  excess  profits  tax  information  for  calendar  year  1943  is  as  follows: 


Declared  value  of  capital  stock  for  the  year  ended  June 
30,  1943  $250,000.00 

Net  income  for  declared  value  excess  profits  tax  ($4,000.00  in- 
terest paid  on  borrowed  capital  has  been  deducted)  28,211.99 

Excess  profits  credit  based  on  invested  capital  36,500.00 

Required  : 


Compute  the  Federal  taxes  on  income  for  the  calendar  year  1943. 
Recompute  the  Federal  taxes  on  income  for  1941  and/or  1942  if  neces- 
sary under  the  Internal  Revenue  Code. 

Ignore  Pennsylvania  Corporate  Net  Income  Tax  in  your  solution. 
No  adjustment  is  required  in  the  amounts  stated  as  the  Excess  Profits 
credit. 

The  Federal  declared  value  excess  profits  tax  rates  for  1943  were 
6.6%  of  any  income  subject  to  the  tax  not  . in  excess  of  5%  of  the 
declared  value  and  13.2%  on  the  balance. 

The  Federal  income  tax  and  surtax  rates  for  1943  ■were  the  same 
as  shown  above  for  1942. 

The  Federal  Excess  Profits  tax  rate  for  1943  was  90%  of  Excess 
Profits  Net  Income,  subject  to  the  80%  limitation  provided  in  the 
Internal  Revenue  Code. 
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PENNSYLVANIA  DEPARTMENT  OF  PUBLIC  INSTRUCTION 


QUESTION  NO.  6 

(a)  The  Zemo  Company  accumulates  manufacturing  costs  on  a 
job  order  system.  The  Company  wishes  (1)  to  expand  the  cost  system 
in  order  to  include  selling  and  administrative  expenses  in  the  cost 
accumulations  and  (2)  to  control  these  expenses  by  comparing  a 
predetermined  cost  with  actual  cost. 

Required: 

Outline  the  procedure  that  you  would  recommend  to  the  Zemo 
Company  to  accomplish  its  objectives;  show  a pro  forma  statement  of 
profit  and  loss  (after  the  changes) ; discuss  the  various  general  ledger 
accounts  involved  and  show  the  method  of  closing  these  accounts  at 
the  end  of  the  year. 

(b)  The  trial  balance  of  the  Zephyr  Corp.  at  December  31,  1943, 
follows: 


Cr.  Dr. 


Cash  $50,000 

Accounts  receivable  400,000 

Raw  materials  20,000 

Finished  goods  1,200,000 

Fixed  assets  2,000,000 

Reserves  for  depreciation  $800,000 

Other  assets  80,000 

Liabilities  220,000 

Capital  stock  1,000,000 

Earned  surplus  500.000 

Sales  6,000,000 

Cost  of  sales  4,000,000 

Manufacturing  expenses  400,000 

Manufacturing  expenses  absorbed  600,000 

Selling  and  administrative  expenses  1,000,000 

Other  income  50,000 

Other  expenses  20,000 


$9,170,000  $9,170,000 


During  your  examination,  conducted  in  March,  1944,  the  following 
additional  information  was  disclosed: 

The  Company  maintains  perpetual  inventory  records,  showing  de- 
tails of  part  number,  units,  unit  price  and  total  value,  as  subsidiary 
ledgers,  controlled  by  the  raw  materials  and  finished  goods  accounts 
on  the  general  ledger.  A complete  physical  inventory  was  taken  at 
December  31,  1943,  and  the  perpetual  inventory  records  have  been 
adjusted  to  reflect  the  counts. 

The  cost  system  of  the  Company  accumulates  actual  material  and 
direct  labor  costs,  plus  manufacturing  burden  at  60%  of  direct  labor. 
The  direct  labor  for  1943  totalled  $1,000,000.  Finished  goods  inventory 
at  December  31,  1943,  included  $400,000  of  direct  labor.  All  items 
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of  inventory  at  December  31,  1943,  were  either  purchased  or  produced 
during  1943. 

The  finished  goods  account  has  been  relieved,  in  detail,  of  the  cost  of 
sales  for  January  and  February,  1944,  amounting  to  $200,000  and 
$400,000,  respectively,  all  of  which  sales  represented  finished  goods 
at  December  31,  1943. 

Your  client  requests  that  any  adjustment  to  the  inventory  valua- 
tions at  December  31,  1943,  should  not  be  reflected  in  the  detailed 
perpetual  inventory  records. 

Required  : 

(1)  What  adjustment,  if  any,  would  you  make  of  inventory  valua- 
tions at  December  31,  1943.  (Show  the  entry  involved.) 

(2)  In  view  of  the  Zephyr  Corporation’s  request  as  to  detailed  ad- 
justment of  the  perpetual  inventory  records,  give  the  January, 
1944,  and  February,  1944,  entries  that  would  result  from  your 
December  31,  1943,  entry  as  it  affects  the  cost  of  sales  for 
these  months. 


QUESTION  NO.  7 

John  Albright  has  inherited  from  his  uncle  certain  coal  lands,  which 
the  uncle  had  owned  in  fee  at. March  1,  1913.  The  depletion  rate  estab- 
lished for  his  uncle’s  income  tax  returns  was  10  cents  per  gross  ton 
produced.  The  value  established  in  the  Federal  estate  tax  return  for 
these  lands  as  of  June  30,  1942,  the  date  of  death  of  the  uncle,  was 
$160,580  and  the  value  was  accepted  by  the  Treasury  Department. 
The  nephew  in  his  income  tax  returns  for  1942  and  1943,  took  10  cents 
per  ton  depletion,  the  rate  established  for  his  uncle.  In  the  meantime, 
the  engineer  who  made  the  A’aluation  joined  the  “Seabees.”  The  only 
information  as  to  the  basis  of  the  valuation  Albright  can  obtain  is 
a letter  from  the  engineer  in  the  files  of  the  executor,  stating  it  was 
the  present  worth  on  a 5 per  cent  sinking  fund  basis  for  an  estimated 
remaining  life  of  seven  years.  On  August  27,  1939,  the  lands  had 
been  leased  to  an  operating  company  at  30  cents  per  ton  royalty  for 
the  remaining  life  of  the  mine. 

You  are  presented  with  these  facts  and  asked  to  determine: 

(a)  The  tonnage  estimated  bv  the  engineer  as  remaining  at  June 
30,  1942. 

(b)  The  remaining  value  of  the  lands  at  the  end  of  each  of  seven 
years  beginning  July  1,  1942,  and  ending  June  30,  1949,  assum- 
ing for  this  purpose  that  royalties  aggregate  equal  amounts  in 
each  of  the  seven  years,  and  that  the  mines  are  fully  depleted 
at  June  30,  1949;  these  calculations  to  be  submitted  in  columnar 
form. 
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(c)  The  depletion  rate  which  Albright  should  use  in  his  income  tax 
returns.  (Use  nearest  cent.) 

You  find  from  tables  the  following: 

The  present  worth  of  $1  at  compound  interest  for  seven  years 
at  5 per  cent  is  $0.71068133. 

The  present  worth  of  an  annuity  of  $1  for  7 years  at  5 per  cent 
is  $5.78637340. 


QUESTION  NO.  8 

The  X Goal  Company,  a Pennsylvania  corporation,  engage  your 
services  in  connection  with  the  accounting  problems  involved  relative 
to  certain  proposed  changes  in  their  capital  structure  to  be  effected  by 
a reorganization  and  the  acquisition  of  another  coal  operation.  The 
assets,  liabilities  and  capital  of  this  company  prior  to  any  of  the  pro- 


posed changes  are  as  follows: 

Cash  $200,000.00 

Accounts  and  notes  receivable  50,000.00 

Coal  in  mine  100,000.00 

$350,000.00 

Capital  stock,  3,000  shares  common  ($100.00  par)  $300,000.00 

Surplus  50,000.00 


$350,000.00 

It  is  proposed  to: 

1.  Change  the  capital  stock  structure  from  3,000  shares  of  common 
stock  $100.00  par  to  a stated  common  capital  of  $150,000.00  to 
be  represented  by  50,000  shares  of  no  par  common  stock;  issue 
10,000  shares  of  8%  cumulative  preferred  $100.00  par;  and  issue 
bonds  having  a par  value  of  $400,000.00.  To  provide  additional 
cash  the  preferred  stock  is  to  be  sold  to  net  $98.00  per  share, 
the  company  to  give  as  a bonus  with  each  share  of  preferred 
stock  sold  one  share  of  the  no  par  common  stock  and  the  bonds 
to  yield  a net  of  $96.00.  The  common  stock  of  the  par  value 
of  $100.00  per  share  is  to  be  cancelled  by  an  exchange  of  8 
shares  of  new  no  par  common  for  each  1 share  of  old  common. 

2.  The  company  now  proposes  to  purchase  the  coal  business  of 
Mr.  Smith  in  connection  with  which  the  following  facts  are 
submitted  to  you: 
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TRIAL  BALANCE  OF  MR.  SMITH,  DECEMBER  31,  1943 


Debit  Credit 


Cash  

Accounts  receivable  

Coal  unloaded  

Coal  and  -surface  lands  .... 

Tipples  

Mine  cars,  locomotives,  etc. 

Rail,  trolley  wire,  etc 

Miscellaneous  equipment  . . 

Miners’  houses  

Development  expense  

Prospecting  expense  

Notes  and  accounts  payable 

Unpaid  payroll  

Reserve  for  depreciation  . . . 

Mr.  Smith,  capital  

Coal  sales  

Rents  received  

Powder  sales  

Mine  labor  

Mine  expense  

Power  expense  

Transportation  

Other  expenses  

Depreciation  


$50,000.00 

100,000.00 

10,000.00 

750.000. 00 

30.000. 00 

60.000. 00 
10,000.00 

25.000. 00 

10.000. 00 

50.000. 00 

25.000. 00 

$100,000.00 

25.000. 00 

30.000. 00 
612,000.00 

1,350,000.00 

2,000.00 

1,000.00 

500.000. 00 

150.000. 00 

40.000. 00 

100.000. 00 
200,000.00 

10.000. 00 


$2,120,000.00  $2,120,000.00 


You  are  informed  that  Mr.  Smith  acquired  all  of  his  coal  property 
on  January  1,  1939,  which  included  1,500  acres,  and  paid  $500.00  per 
acre,  of  which  $100.00  was  considered  for  the  surface  land  and  $400.00 
for  the  coal  land.  It  is  estimated  that  the  recoverable  tonnage  would 
be  about  6,000  tons  per  acre.  It  cost  $50,000.00  for  the  opening  and 
$25,000.00  for  prospecting.  The  mine  commenced  productive  opera- 
tions January  1,  1940,  and  produced  coal  as  follows: 

1940— 200,000  tons. 

1941 —  300,000  tons. 

1942— 400,000  tons. 

1943— 500,000  tons. 

The  price  to  be  paid  Mr.  Smith  was  to  be  upon  the  following  basis: 

Accounts  receivable  subject  to  an  allowance  of  $10,000.00. 

Surface  land  $90.00  per  acre. 

Coal  land  $700.00  per  acre  for  unmined  acreage. 
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Other  fixed  assets  at  sound  values  which  were  appraised  as  follows: 


Tipples  $35,000.00 

Mine  cars,  locomotives,  etc-.  62,000.00 

Rails,  trolleys,  etc 12,000.00 

Miscellaneous  equipment  27,000.00 

Miners’  houses  12,000.00 


Nothing  is  to  be  paid  for  the  development  or  prospecting  expense. 

All  other  assets  are  to  be  taken  over  at  book  figures.  All  liabilities 
are  to  be  assumed  by  the  X Company.  Omit  the  Federal  tax  liabilities 
of  Mr.  Smith. 

Required: 

(a)  Profit  and  Loss  Statement  of  Mr.  Smith  for  1943  before  giving 
effect  to  sale. 

(b)  Statement  showing  profit  or  loss  to  Smith  in  the  sale  of  his 
business. 

(c)  Journal  entries  recording  the  acquisition  and  full  payment  for 
Smith’s  business  and  the  re-financing. 

(d)  Balance  Sheet  of  the  X Coal  Company  after  recording  the 
above  journal  entries. 


Friday,  November  3,  1944,  from  9 A.  M.  to  1 P.  M. 


QUESTION  NO.  9 

You  have  been  engaged  to  audit  the  Trust  Department  of  the  City- 
Trust  Company.  As  was  later  discovered,  embezzlements  of  substan- 
tial amounts  continued  undetected  for  ten  years,  despite  periodic  and 
continuous  audits  by  others. 

State: 

(a)  The  specific  audit  procedure  which  you  would  employ,  bearing 
in  mind  that  previous  audit  procedures  have  failed  to  detect  the 
embezzlements  in  question. 

(b)  Show  by  sample  entries  methods  employed  by  the  embezzler 
in  adjusting  controlling  accounts  of  the  Trust  Department  in 
his  effort  to  avoid  suspicion  of  the  funds  embezzled. 
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QUESTION  NO.  10 

You  are  presented  with  the  following  summarized  trial  balances 
of  the  general  ledgers  of  the  Red  Holding  Company,  the  White  Hold- 
ing Company,  the  X Manufacturing  Company  and  the  Y Manufac- 
turing Company  as  of  December  31,  1942. 


Red 

Holding 

Company 

White 

Holding 

Company 

X 

M anu fac  hir- 
ing Company 

Y 

M anujactur- 
ing  Company 

Accounts  payable,  trade  

Accounts  receivable,  trade  .... 

($500,000) 

($1,500,000) 

1,900,000 

5,000,000 

Accrued  accounts,  Federal  taxes 

on  income  

(1,500,000) 

(5,500,000) 

Accrued  accounts,  other  

(200,000) 

(100,000) 

Capital  stock: 

Authorized  and  issued  120.000 

shares,  no  par  

($12,000,000) 

Authorized  and  issued  90,000 

shares,  no  par  

(9,000,000) 

Authorized  and  issued  80,000 

shares,  no  par  

($8,000,000) 

Authorized  and  issued  1,000 

shares,  par  $100  

(100,000) 

Cash 

20.000 

100,000 

3,500,000 

6,000.000 

Due  from  affiliate  

2,000,000 

Due  to  affiliate  

(2,000,000) 

Investments  in  securities  of 

affiliates  

15.600.000 

5.000,000 

Inventories  

1,500,000 

4.900,000 

Marketable  securities 

330.000 

Miscellaneous  current  assets  . . 

100,000 

100,000 

Miscellaneous  current  liabilities 

(350,000) 

(100,000) 

(500,000) 

(300,000) 

Notes  payable,  bank 

(3.000,000) 

Votes  payable,  uncontrolled  af- 

filiate  

(5,000,000) 

(100,000) 

^repaid  insurance  and  other  de- 

ferred  charges  

100,000 

100,000 

:)roperty,  plant  and  equipment . 

2,000,000 

2,000,000 

■Surplus  or  deficit  

(3.600.000) 

6,000,000 

2.6O0.OOO 

(5,500,000) 

( ) Denotes  credit  balances. 


The  officers  and  directors  of  the  Red  Holding  Company  and  the 
White  Holding  Company  have  approved  an  agreement  of  merger, 
the  consummation  of  which  is  contingent  upon  ratification  by  the 
stockholders  of  the  companies.  The  agreement  when  and  if  ratified 
is  to  become  effective  June  30,  1943,  and  contains  the  following 
provisions: 

(1)  Name  of  Red  Holding  Company  to  be  changed  to  Red,  White 
and  Blue  Company  with  an  authorized  capital  consisting  of 
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1,500,000  shares  of  common  stock  with  a par  value  of  $2.50 
per  share. 

(2)  The  stockholders  of  the  Red  Holding  Company  and  the  White 
Holding  Company  to  receive  the  following  from  the  Red,  White 
and  Blue  Company: 

700.000  shares  common  stock  par  $2.50. 

$2,500,000  par  value  of  five  per  cent  income  debentures  due 

in  1974. 

$100,000  in  cash. 

(3)  The  uncontrolled  affiliate  to  receive  the  following  from  the 
Red,  White  and  Blue  Company  in  full  satisfaction  of  its  loans 
to  the  White  Holding  Company: 

300.000  shares  common  stock,  par  $2.50. 

$2,500,000  par  value  of  five  per  cent  income  debentures  due 

in  1974. 

$500,000  in  cash. 

(4)  No  stock  of  the  Red,  White  and  Blue  Company  to  be  issued 
for  the  investment  of  the  Red  Holding  Company  in  the  White 
Holding  Company,  this  investment  to  be  surrendered  and 
canceled. 

(5)  The  White  Holding  Company  to  be  merged  with  and  into  the 
Red,  White  and  Blue  Company,  and  the  White  Holding  Com- 
pany’s corporate  charter  to  be  surrendered. 

The  Directors  of  the  Red  Holding  Company  have  authorized  you  to 
make  an  examination  of  its  financial  statements  as  of  December  31, 
1942,  as  well  as  those  of  (1)  its  wholly  owned  subsidiary,  the  X Manu- 
facturing Company,  (2)  the  White  Holding  Company  and  (3)  its 
wholly  owned  subsidiary,  the  Y Manufacturing  Company.  The  di- 
rectors of  the  companies  have  also  authorized  the  following: 

(1)  Creation  of  any  reserves  for  revaluation  of  investments  deemed 
necessary  by  the  independent  certified  public  accountants. 

(2)  No  goodwill  accounts  or  valuations  are  to  be  reflected  in  the 
assets  of  the  new  company. 

Your  examination  develops  the  following  supplementary  data: 

(1)  The  financial  statements  of  the  X Manufacturing  Co.  and  the 
Y Manufacturing  Co.  do  not  reflect  any  provisions  for  renego- 
tiation refunds,  but  it  is  reasonably  estimated  that  the  renego- 
tiation refunds  to  December  31,  1942,  after  deducting  the  ap- 
plicable Federal  tax  credits,  will  be  as  follows: 


X Manufacturing  Co $70,000 

Y Manufacturing  Co 1,400,000 
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(2)  An  analysis  of  the  investment  accounts  on  the  books  of  the 
Red  Holding  Company  and  White  Holding  Company  and  other 
relevant  information  is  as  follows: 

Red  Holding  Company: 

Acquired  90,000  shares  of  X Manufacturing 

Co.  at  time  of  its  formation  at  a cost  of . . . $10,000,000 

Acquired  56,000  shares  of  White  Holding 
Company  at  time  of  its  formation  at  a 
cost  of 5,600,000 


$15,600,000 


White  Holding  Company: 

Acquired  1,000  shares  of  Y Manufacturing 
Co.  on  Dec.  31,  1929  (at  which  time  the 
Y Manufacturing  Co.  had  an  earned  sur- 
plus of  $3,900,000)  at  a cost  of $5,000,000 

(3)  Property,  plant  and  equipment  of  all  companies  is  stated  at 
sound  values  as  determined  by  independent  engineers  as  of 
December  31,  1942.  Inventories  are  carried  at  cost  or  market 
whichever  the  lower.  Marketable  securities  are  carried  at  cost 
which  is  approximately  equal  to  market. 

(4)  It  is  estimated  that  the  Y Manufacturing  Company  will  be 
required  to  make  payments  aggregating  $300,000  with  respect 
to  retroactive  wages  earned  prior  to  December  31,  1942,  no 
provision  for  which  has  been  made  in  the  company’s  accounts. 

Required  : 

(a)  In  order  that  the  agreement  of  merger  may  be  submitted  for 
the  approval  or  rejection  of  the  stockholders,  you  are  required 
to  prepare  the  necessary  pro  forma  adjusting  entries  and  one 
balance  sheet  statement  presenting  the  financial  position  of  the 
Red  Holding  Company,  the  White  Holding  Company  and  the 
Red,  White  and  Blue.  Company  (Pro  Forma)  as  of  December 
31,  1942,  indicating  thereon  the  pro  forma  adjustments. 

(b)  In  preparing  the  statements  the  client  informs  you  that  objec- 
tion is  made  to  a separate  disclosure  of  the  renegotiation  re- 
funds estimated  to  be  required.  Could  you  comply  with  the 
client’s  wishes  and,  if  so,  how? 

Would  you  be  willing  to  include  in  your  short  report  covering 
the  financial  statements  examined  any  opinion  in  reference  to 
the  pro  forma  balance  sheet?  Give  reason  for  your  answer. 


19 


PENNSYLVANIA  DEPARTMENT  OF  PUBLIC  INSTRUCTION 


QUESTION  NO.  1 1 

The  actual  value  of  the  tangible  and  intangible  assets  of  a corpora- 
tion at  December  31,  1943,  was  $5,000,000.00.  These  assets  include 
the  following: 

Market  and  Actual  Values 
Intangible  Assets  Jan.  1,1943  Dec.  31, 1943 

lT.  S.  securities,  $250,000.00  sold  July  1.  1943  $1,250,000.00  $1,000.000.00 

Capital  stock  of  Pennsylvania  corporations  5,000.00  5,000.00 

Capital  stock  of  national  banks  200,000.00  200,000.00 


January  1, 1943  December  31, 1943 

Located  Located 

Tangible  Assets  In  Penna.  Outside  Penna.  In  Penna.  Outside  Penna. 


Land  

$85,000.00 

$2,000.00 

$85,000.00 

$2,000.00 

Buildings  

190,000.00 

23,000.00 

210.000.00 

25,000.00 

Equipment  fixtures  . 

175,000  00 

190,000.00 

200.000.00 

225,000.00 

Inventories  

800.000.00 

180.000.00 

750.000.00 

160,000.00 

In  Penna.  Outside  Penna. 

Gross  receipts  for  1943  $3,500,000.00  $1,500,000.00 

Total  salaries  and  wages  1.150.000.00  150,000.00 

The  officers  of  the  corporation  have  appraised  the  capital  stock 
(capital  stock  and  surplus)  to  be  of  a value  of  $2,500,000.00  at  De- 
cember 31,  1943. 

Required: 

1.  The  Pennsylvania  Capital  Stock  Tax — considering  the  above 
information  applicable  to  a domestic  corporation. 

2.  The  Pennsylvania  Franchise  Tax — considering  the  above  in- 
formation applicable  to  a foreign  corporation. 


QUESTION  NO.  12 

(a)  The  manager  of  a large  hotel  which  has  been  operating  for  a 
period  of  six  months,  believes  that  the  percentage  of  cost  of  liquor 
based  on  sales  is  excessive.  He  has  requested  you  to  submit  a method 
of  control  of  beverage  sales. 

Investigation  indicated  the  following  conditions  relative  to  the 
problem: 

1.  Liquors  are  served  from  several  service  bars  throughout  the 
hotel,  which  makes  it  impracticable  to  use  beverage  checkers. 
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2.  All  beverage  sales  (cash  and  charge)  are  recorded  on  sales  slips 
with  the  exception  of  those  originating  at  a public  bar  on  the 
main  floor  where  the  cash  sales  are  recorded  on  a register. 

3.  Different  sales  slips  are  used  for  each  bar. 

4.  Sales  prices  and  quantities  of  liquors  used  in  drinks  are  uniform 
throughout  the  hotel. 

5.  Issues  of  liquors  to  various  bars  were  properly  made  and  re- 
corded. 

Outline  briefly  the  method  you  would  suggest. 

(b)  You  are  engaged  to  audit  the  accounts  of  a large  city  transient 
or  commercial  hotel  for  the  year  ended  December  31,  1944. 

\ 

Required  : 

(a)  Describe  in  detail  your  audit  procedures  relating  to  room  reve- 
nue and  state  what,  in  your  opinion,  would  be  a reasonable  test 
period  to  apply  these  procedures. 

(b)  In  the  event  it  appeared  that  a room  was  occupied  but  no 
revenue  therefor  was  reflected  in  the  records,  what  other  rec- 
ords or  sources  of  information  would  you  seek. 


Friday,  November  3,  1944,  from  2 P.  M.  to  5 P.  M. 


QUESTION  NO.  13 

In  the  matter  of  Governmental  Accounts: 

(a)  Define  the  term  “Fund”  as  used  in  Municipal  Accounting. 

(b)  List  the  controlling  classification  of  the  funds  of  a municipality. 

(c)  Define  a budget. 

(d)  What  are  the  means  of  financing  a budget? 

(e)  Where  the  budget  procedure  is  integrated  with  the  accounting 
system  proper  of  a municipality,  name  the  control  accounts 
needed  in  the  general  ledger  to  record  the  budget  data. 

(f)  State  briefly  the  accounting  facts  required  in  the  computation 
of  the  debt-incurring  margin  of  a city  in  Pennsylvania  of  the 
second  class;  also  state  the  debt  limit  fixed  by  law. 
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QUESTION  NO.  14 

You  are  auditor  for  a national  securities  exchange.  The  regulations 
of  this  exchange  follow  those  of  the  New  York  Stock  Exchange  except 
that  it  does  not  require  maintenance  of  a minimum  capital,  and  ques- 
tionnaires submitted  by  its  members  are  not  required  to  be  audited 
by  independent  public  accountants.  A questionnaire  submitted  by 
Smith  and  Wood,  members  of  this  exchange,  which  was  handed  to  you 
for  investigation  and  report,  disclosed  the  following: 


Ledger  Balance  Market  Value  of  Securities 
Dr.  Cr.  Long  Short 


Cash  in  bank  account  . $7,000.00 

Loan  from  correspon- 
dent broker,  collater- 
alled  by  customers’ 

non-exempt  securities  $100,000.00  $200,000.00 

Commodity  account 
(regulated)  with  cor- 
respondent broker 

(profits,  $1,000.00)  ..  2,000.00  *10,000.00 

Failed  to  deliver 4,000.00  $4,100.00 

Failed  to  receive  2,000.00  2,100.00 

Securities  in  box  22,000.00 

Customers’  accounts: 

Fully  margined,  debit 

balance  90,000.00  187,000.00 

Fully  margined,  cred- 
it balance  6,000.00  2,000.00 

Free  credit  balances.  5,000.00  20,000.00 

Commodity  accounts 
(regulated)  (profits, 

$1,000.00)  3,000.00  10,000.00* 

General  partners’  indi- 
vidual accounts  ....  2,000.00  5,000.00 

Firm  investments  ....  20,000.00  15,000.00 

Capital  accounts  25,000.00 

Undistributed  profit  & 

loss  7,000.00 

Stock  exchange  seats  . 5,000.00 

Furniture  and  fixtures.  7,000.00 

Miscellaneous  assets — 

not  current  3,000.00 

Miscellaneous  liabilities  1,000.00 


Totals  $147,000.00  $147,000.00  $236,100.00  $236,100.00 


Your  audit  of  the  member  firm’s  records,  conducted  to  verify  the 
correctness  of  the  aforesaid  statement,  disclosed  that: 

All  required  procedures  had  been  followed  in  the  preparation  of 
the  questionnaire,  including  receipt  of  verification  letters,  and  that 
securities  were  correctly  valued. 

* Market  value  of  future  commodity  contracts. 
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The  cash  account  was  correct  and  duly  verified  by  letter  from  the 
bank. 

The  accounts  with  correspondent  brokers,  and  failed  to  deliver  and 
failed  to  receive  items  were  correctly  stated  as  to  ledger  balances 
and  security  values.  All  commodity  transactions  represented  dealings 
in  regulated  commodity  futures  and  were  handled  through  a corre- 
spondent broker.  This  account  was  correctly  stated  as  to  ledger 
balance  and  profits. 

Securities  in  box  had  been  checked  with  the  box  record  by  the 
firm  partners  on  the  questionnaire  date  and  were  in  agreement  with 
the  box  record.  During  your  audit  you  made  comparisons  of  the 
box  record  with  securities  on  hand,  by  selective  test,  and  were  satis- 
fied that  the  box  record  was  accurate  and  that  the  value  of  securities 
in  the  box  on  the  questionnaire  date  was  correctly  stated.  All  securi- 
ties on  hand  are  filed  alphabeticallv,  according  to  names  of  securities, 
in  a box  which  is  deposited  each  night  in  a safe  deposit  vault. 

The  ledger  balances,  market  values  of  securities,  and  profits  in 
commodity  futures  in  customers’  accounts  were  correctly  stated.  Fully 
margined  accounts  included  guaranteed  accounts  as  follows: 

Mrs.  C.  A.  Jones,  debit  balance,  $5,000.00;  security  values 
$4,000.00.  Guaranteed  by  W.  P.  Jones,  a customer,  whose  account 
contained  sufficient  equity  to  cover  the  guarantee. 

T.  C.  Wilson,  debit  balance,  $9,000.00;  security  values, 
$7,000.00.  Guaranteed  by  John  J.  Smith,  partner  of  the  reporting 
member  firm. 

General  partners’  individual  accounts  comprised  the  following: 

John  J.  Smith,  credit  balance  $5,000.00 

Samuel  Wood,  debit  balance 2,000.00 

Firm  investments  were  correctly  stated  as  to  ledger  balances  and 
security  values.  All  firm-owned  securities  were  in  the  box. 

Capital  accounts  comprised  the  following: 


Stock  exchange  seats  were  valued  at  recent  sales  prices.  Furniture 
and  fixtures  were  ca’-fied  at  cost  less  depreciation  computed  at  rates 
allowed  for  Federal  income  tax  purposes. 

There  were  no  contingent  liabilities. 

Required  : 

From  the  facts  given,  list  and  explain  (figures  not  required)  at  least 
five  existing  conditions  which  you  would  report  as  violations  of  regu- 
lations of  this  Stock  Exchange  or  the  Securities  Exchange  Commission. 


John  J.  Smith 
Samuel  Wood 


$15,000.00 

10,000.00 
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QUESTION  NO.  15 

The  Board  of  Directors  of  West  Manufacturing  Company  has  re- 
quested your  firm  to  make  an  examination  of  its  accounts  for  the 
year  ended  December  31,  1943.  This  is  the  first  independent  audit 
the  company  has  had.  The  company  started  operations  as  of  January 
1,  1938,  with  a net  worth  as  reflected  by  the  opening  entries  as  of  that 
date  as  follows: 

5.000  shares  of  5 per  cent  noncumulative  preferred  stock  per 
value  $100  per  share — $500,000. 

20.000  shares  common  stock  par  value  $100  per  share — $2,000,000. 

Surplus,  $500,000. 

The  opening  entries  also  show  a bonded  indebtedness  of  $1,500,000 
represented  by  5 per  cent  general  mortgage  bonds  and  a plant  account 
of  $1,500,000  of  which  $1,000,000  was  paid  for  in  cash. 

In  reviewing  the  accounts  preliminary  to  your  audit  for  the  year  of 
your  engagement,  you  note  that  as  of  December  31,  1943,  apart  from 
the  capital  stock  accounts,  the  only  other  item  in  net  worth  is  an 
account  termed  “surplus.”  You  analyze  this  account  from  its  incep- 
tion to  December  31,  1943,  and  find  its  makeup  to  be  as  follows: 

The  initial  amount  of  $500,000  arose  from  (1)  an  amount  of  $300,- 
000  from  the  sale  of  15,000  shares  of  the  company’s  common  stock 
at  a premium  of  $20.00  per  share  and  (2)  an  amountof  $200,000  from 
an  agreement  made  by  the  incorporators  of  the  company  whereby  the 
company  issued  5,000  shares  of  its  common  stock  at  par  in  payment 
of  certain  plant  accounts  with  the  understanding  that  the  individuals 
from  whom  the  company  made  this  purchase  would  immediately  do- 
nate 2,000  shares  of  this  stock  to  the  company  treasury  for  working 
capital.  The  result  of  this  transaction  was  a charge  of  $500,000  to 
the  plant  account  and  a charge  of  $200,000  to  the  treasury  stock 
common,  with  a corresponding  credit  of  $200,000  to  surplus.  The 
donated  stock  was  sold  during  the  year  at  par. 

As  of  December  31,  1938,  surplus  was  credited  with  $100,000  repre- 
senting earnings  for  the  year  ended  that  date  as  shown  by  the  com- 
pany’s income  account.  Your  investigation  of  the  income  account 
disclosed  no  items  which  would  lead  you  to  question  the  results  of 
the  operations  for  the  year.  As  of  December  31,  1938,  surplus  was 
charged  with  $25,000  which  arose  from  a dividend  of  5 per  cent  paid 
on  preferred  stock  outstanding. 

As  of  December  31,  1939,  surplus  was  debited  with  an  amount  of 
$600,000  representing  loss  from  operations  for  the  year  ended  that 
date,  and  from  your  investigation  of  the  income  account  you  have  no 
reason  to  question  this  charge.  There  are  no  other  entries  in  the  sur- 
plus account  for  that  year. 

As  of  January  1,  1940,  there  was  a credit  of  $500,000  to  surplus, 
which  upon  investigation  is  disclosed  to  be  due  to  a revaluation  of 


24 


CERTIFIED  PUBLIC  ACCOUNTANTS  EXAMINATIONS— 1944 


the  company’s  plant  account  by  independent  appraisers  as  of  that 
date.  The  plant  account  which  was  carried  on  the  books  as  of  January 
1,  1940,  at  $2,000,000  has  been  adjusted  to  $2,500,000  to  reflect  this 
appraisal. 

As  of  December  31,  1940,  surplus  was  debited  with  an  amount  of 
$400,000  which  represents  the  loss  from  operations  for  the  year.  In 
addition  to  the  company’s  regular  depreciation  is  an  amount  of 
$25,000  representing  depreciation  on  appraisal  appreciation  (5  per 
cent  of  $500,000).  Other  debits  and  credits  to  the  surplus  account 
for  the  year  1940  were  as  follows: 

A credit  of  $200,000,  which  was  found  to  arise  from  the  cancellation 
of  certain  notes  of  like  amount  given  to  stockholders.  From  further 
investigation  of  this  item  you  find  that  in  1939  the  company  borrowed 
on  its  notes  $200,000  from  certain  of  its  stockholders  for  additional 
working  capital.  As  of  December  31,  1940,  the  stockholders  agreed  to 
cancel  the  notes  with  the  resultant  credit  to  surplus. 

Another  credit  of  $150,000  during  the  year  was  found  to  result 
from  outside  creditors  of  the  company  agreeing  to  accept  50  cents 
on  the  dollar  in  full  settlement  of  their  claims  of  $300,000. 

A third  credit  of  $50,000  arose  from  the  purchase  for  $50,000  and 
retirement  by  the  company  of  $100,000  5 per  cent  bonds. 

There  was  also  a credit  of  $100,000  which  arose  from  the  donation 
by  stockholders  and  retirement  by  the  company  of  1,000  shares  of 
the  noncumulative  preferred  stock  of  the  company. 

For  the  year  1941,  the  company’s  operations  resulted  in  a profit  and 
corresponding  credit  to  surplus  of  $600,000,  after  charges  for  depre- 
ciation which  included  $25,000  on  appraisal  appreciation.  You  do  not 
question  the  amount  of  the  profits  for  the  year. 

For  the  year  1942,  the  company’s  operations  resulted  in  a profit  of 
$500,000  after  charges  for  depreciation  which  included  $25,000  on  ap- 
praisal appreciation.  The  income  account  for  the  year  included  an 
extraordinary  item  of  $50,000  representing  a profit  which  arose  from 
the  sale  of  capital  assets  during  the  year.  In  reviewing  the  entries 
recording  the  profit  on  the  sale  of  these  assets  you  find  that  the  ap- 
praised value  is  identical  with  the  cost  and  you  are  satisfied  that  the 
recorded  profit  is  correct. 

There  was  also  included  in  the  income  account  for  the  year  a credit 
of  $10,000  which  arose  from  the  purchase  by  the  company  of  1,000 
shares  of  its  common  stock  from  the  holder  to  which  it  was  issued  at 
par  for  $90,000.  This  stock  was  acquired  for  distribution  to  certain 
of  the  employees  of  the  company  and  at  December  31,  1942,  is  carried 
as  an  asset  at  par  on  the  company’s  books. 

During  the  year  1943,  the  company  declared  dividends  of  10  per 
cent  on  both  its  preferred  and  common  stock  and  made  charges 
therefor  to  surplus  account  of  $30,000  and  $200,000,  respectively. 
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For  1943,  there  appears  a credit  of  $50,000  arising  from  the  retire- 
ment of  1,000  shares  of  the  same  stock  which  was  purchased  at  $50 
per  share.  You  have  noted  from  the  examination  of  the  company’s 
charter  that  the  company  is  permitted  to  redeem  and  retire  any  or 
all  of  its  preferred  stock  at  any  time  it  is  offered. 

For  the  year  1943,  the  company  showed  earnings  of  $500,000  after 
charging  $25,000  for  depreciation  on  appraisal  appreciation.  In  the 
income  account  there  is  included  an  item  of  $10,000  representing  10 
per  cent  dividends  on  the  1,000  shares  of  treasury  stock  which  was 
acquired  by  the  company  in  1942  for  distribution  to  its  stockholders. 

By  action  of  the  Board  of  Directors  $300,000  has  been  set  aside  for 
plant  additions  from  the  earnings  for  the  year  ended  December  31, 
1943. 

Required  : 

(a)  Show  in  journal  entry  form  the  adjustments  which  you  con- 
sider necessary  in  order  that  the  company’s  books  will  reflect  in 
detail  the  equity  of  the  stockholders  in  excess  of  the  legal  stated 
capital  of  the  company. 

( b ) Show  the  captions  you  would  use  to  describe  such  equity  on 
the  balance  sheet  as  of  December  31,  1943,  which  accompanies 
your  report. 


QUESTION  NO.  16 

You  have  been  engaged  to  install  a modern  system  of  bookkeeping 
for  the  office  of  a real  estate  broker,  who  also  acts  as  agent  for  several 
insurance  companies. 

Required  : 

Describe  records  you  would  recommend  be  maintained— both  as  to 
form,  function  and  account  headings. 

Outline  in  detail  chart  of  accounts  to  be  recommended. 
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EXAMINATION  IN  COMMERCIAL  LAW 


Saturday,  November  4,  1944,  from  9 A.  M.  to  1 P.  M. 


Note  to  Candidate — Carefully  read  each  question  in  full  before 
writing  your  answer.  Do  not  repeat  the  question  as  printed.  Where 
a request  is  made  for  an  explanation  give  the  rules  of  law  applic- 
able. Each  question  is  entitled  to  the  weight  as  shown. 


QUESTION  NO.  I— WEIGHT  5 POINTS 

Name  five  of  the  causes  for  the  dissolution  of  a partnership  as  set 
forth  in  the  Uniform  Partnership  Act. 


QUESTION  NO.  II— WEIGHT  12  POINTS 

(a)  Century  Company,  in  order  to  increase  its  operating  capital 
and  to  improve  its  credit,  borrowed  $175,000  from  the  Diamond  Bank 
and  as  security  for  the  loan  by  written  instrument  assigned  to  the 
bank  the  following  accounts  receivable: 


Thomas  Corporation  $50,000 

Brown  & Smith  Co 30,000 

H.  B.  Jones  & Co 80,000 


The  bank  gave  a notice  of  the  assignment  to  Thomas  Corporation 
but  did  not  give  notice  to  the  other  two  debtors.  Century  Company 
concurrently  with  the  assignment  marked  its  books  showing  that  the 
account  of  Brown  & Smith  Co.  had  been  assigned  to  the  bank  but 
did  not  so  mark  the  other  accounts  assigned.  Later,  Century  Company, 
for  a valuable  consideration,  assigned  the  H.  B.  Jones  & Co.  account 
to  Federal  Credit  Co.  who  accepted  the  assignment  without  knowledge 
of  the  prior  assignment.  Federal  Credit  Co.  gave  notice  of  the  assign- 
ment to  H.  B.  Jones  & Co.  Eight  months  later,  Century  Company 
was  adjudicated  a bankrupt  still  owing  the  full  amount  of  the  debt  and 
with  none  of  the  accounts  receivable  having  been  paid. 

Can  Diamond  Bank  collect  each  of  the  accounts  assigned  to  it? 

Discuss  each  account  in  a separate  paragraph  first  stating  your  con- 
clusion and  then  the  legal  principles  involved. 

(b)  May  a creditor,  without  the  consent  of  his  debtor,  divide  the 
debtor’s  obligation  and  assign  parts  thereof  to  different  persons? 
Answer  “Yes”  or  “No”  and  then  explain. 

QUESTON  NO.  Ill— WEIGHT  10  POINTS 

(a)  In  making  an  audit  of  City  Storage  Company,  you  find  that  it 
leases  a large  warehouse  from  John  Blank.  The  lease  is  for  the  term 
of  10  years  ending  December  31,  1950.  The  rend  is  payable  at  the  rate 
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of  $500  per  month.  The  lease  requires  the  owner  to  pay  all  real  estate 
taxes.  The  owner  failed  to  pay  the  real  estate  taxes  assessed  upon  the 
warehouse  for  the  year  1943  in  the  amount  of  $1500.  On  April  1,  1944, 
the  tax  collector  requested  the  tenant  to  pay  the  past  due  taxes  and 
advised  it  that  taxes  so  paid  could  be  deducted  from  the  rent  there- 
after accruing. 

Is  the  tenant  liable  to  the  tax  collector  for  the  unpaid  taxes?  An- 
swer “Yes”  or  “No”  and  then  explain. 

(b)  While  assisting  to  prepare  an  account  in  the  Estate  of  John 
Royal,  you  find  that  he,  by  written  instrument,  leased  a storeroom  for 
8 years  at  a monthly  rental  of  $1,000.  At  Royal’s  death  the  unexpired 
term  of  the  lease,  namely  five  years,  was  assigned  to  Robert  Strong. 
The  lease  did  not  require  the  consent  of  the  landlord  to  the  assignment 
and  such  consent  was  not  secured.  Since  the  assignment,  Strong  has 
paid  the  monthly  rental  as  it  accrued.  Although  the  lease  will  not 
expire  for  three  years,  the  executors  now  desire  to  file  an  account  and 
make  distribution.  The  lessor  has  given  proper  notice  of  the  claim. 
All  the  debts  of  the  estate  have  been  paid  with  the  exception  of  the 
claim  for  future  rent.  The  estate  is  solvent. 

In  stating  the  account  and  the  proposed  schedule  of  distribution, 
how  would  you  treat  the  liability  of  the  estate  for  the  rent  for  the 
remaining  36  months? 


QUESTION  NO.  IV— WEIGHT  10  POINTS 

(a)  Henry  Clay  was  indebted  to  Samuel  Swift  in  the  amount  of 
$1,000.  When  Swift  demanded  payment  from  Clay,  Henry  Morgan 
intervened  and  requested  Swift  to  give  Clay  more  time  within  which 
to  pay.  Swift  at  first  rejected  the  request  but  finally  agreed  when 
Morgan  signed  a paper  reading  as  follows: 

“Memo 

Scranton,  Pa., 
Nov.  1,  1943. 

I agree  to  pay  to  Samuel  Swift  $1,000  in  event  Henry  Clay 
within  one  year  from  date  does  not  pay  to  Samuel  Swift  his 
present  indebtedness  in  that  amount. 

I intend  to  be  legally  bound  hereby. 

Henry  Morgan.” 

Discuss  in  separate  paragraphs  (a)  the  nature  of  the  contract, 
(b)  the  necessity  and  presence  of  “consideration,”  (c)  the  validity  of 
the  contract  and  (d).  the  enforceability  of  the  contract  in  event  Clay 
does  not  pay  his  debt  to  Swift. 

(b)  To  a creditor,  is  a contract  of  guaranty  more  desirable  than 
a contract  of  suretyship?  Explain. 
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QUESTION  NO.  V— WEIGHT  10  POINTS 

John  Brown,  with  funds  of  his  own,  purchased  a home  in  Scranton 
having  a value  of  $35,000.  Thereafter  he  married.  On  June  1,  1943, 
he  by  a deed,  joined  in  by  his  wife,  conveyed  the  home  to  John  Patton, 
a straw  man,  and  the  latter,  on  the  same  day,  reconveyed  the  home 
to  John  Brown  and  Mary  Brown,  his  wife,  as  tenants  by  the  entireties. 
The  deeds  recited  the  consideration  as  being  “one  dollar  and  other 
good  and  valuable  considerations”  but  no  money  was  actually  paid. 
Prior  to  January  1,  1944,  except  for  the  transaction  of  June  1,  1943, 
John  Brown  never  made  any  gifts.  The  transfer  wTas  not  made  in  con- 
templation of  death. 

(a)  If  you  represented  John  Brown,  what  tax  reports,  if  any,  would 
you  make  of  the  transaction  of  June  1,  1943? 

(b)  If  John  Brown  hereafter  predeceases  Mary  Brown  owning  other 
property  of  a value  in  excess  of  $60,000,  would  you  include  the  value 
of  the  home,  or  any  part  thereof,  in  his  Federal  Estate  Tax  Return? 
Explain. 

(c)  If  John  Brown  hereafter  predeceases  Mary  Brown,  must  the 
value  of  the  home,  or  any  part  thereof,  be  included  in  determining 
the  Pennsylvania  Transfer  Inheritance  Tax  due  on  his  estate?  Explain. 

(d)  If  Mary  Brown  hereafter  predeceases  John  Brown,  must  the 
value  of  the  home,  or  any  part  thereof,  be  included  in  determining 
the  Pennsylvania  Transfer  Inheritance  Tax  due  on  her  estate?  Explain. 


QUESTION  NO.  VI— WEIGHT  1 1 POINTS 

(a)  Harry  Smith,  a resident  of  Harrisburg,  Pennsylvania,  died  on 
September  1,  1944,  and  in  his  safe  deposit  box  a paper  was  found 
whereupon  he  had  written  only  the  following: 

“Last  Will  and  Testament 
Harrisburg,  Pa. 

December  1,  1935 

I,  Harry  Smith,  of  1816  Marble  Street,  Harrisburg,  Pa., 
give  and  bequeath  unto  my  wife,  Mary  Smith,  the  sum  of 
$10,000  and  to  my  son,  Robert  Smith,  the  rest,  residue  and 
remainder  of  my  estate.” 

On  September  15,  1938,  Harry  Smith  had  secured  a valid  divorce 
in  Dauphin  County,  Pa.,  from  Mary  Smith.  On  January  15,  1941,  he 
married  Janet  Smith.  On  March  10,  1942,  Janet  Smith  wilfully  and 
maliciously  deserted  Harry  Smith  and  the  said  desertion  continued 
until  Harry  Smith’s  death. 
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At  the  time  of  the  death  of  Harry  Smith,  his  former  wife,  Mary 
Smith,  was  alive.  He  was  survived  by  his  widow,  Janet  Smith,  his 
son,  Robert  Smith,  and  a daughter,  Ruth  Smith,  and  two  grandchildren, 
Samuel  and  June  Smith,  children  of  a son,  Archie  Smith,  who  had 
predeceased  Harry  Smith.  The  grandchildren  lived  with  their  mother, 
Sara  Smith,  the  widow  of  Archie  Smith. 

The  estate  of  Harry  Smith  consisted  entirely  of  personal  property. 
After  all  debts,  administration  expenses  and  transfer  inheritance  tax 
were  paid  there  was  a balance  for  distribution  of  $45,000. 

Distribute  the  estate  awarding  to  each  heir  the  maximum  amount 
they  may  properly  claim  and  receive.  In  making  the  distribution 
merely  state  the  name  of  the  distributee  and  the  amount  awarded. 

In  event  you  do  not  make  an  award  to  any  of  the  following:  Mary 
Smith,  Robert  Smith,  Janet  Smith,  Ruth  Smith,  Samuel  and  June 
Smith  or  Sara  Smith,  concisely  state  the  legal  reasons  for  refusing  to 
make  an  award.  Limit  answer  to  25  words  for  each  person  considered. 

(b)  In  an  insolvent  decedent’s  estate,  are  debts  owing  by  the  dece- 
dent at  the  time  of  his  death  to  the  Commonwealth  of  Pennsylvania 
(a)  preferred  to,  tb)  prorated  with,  or  (c)  postponed  to  debts  of 
ordinary  creditors? 

(c)  In  an  insolvent  decedent’s  estate,  is  a claim  for  unpaid  income 
tax  due  by  the  decedent  at  the  time  of  his  death  to  the  United  States 
(a)  preferred  to,  (b)  prorated  with,  or  (c)  postponed  to  debts  of 
ordinary  creditors? 


QUESTION  NO.  VI  I— WEIGHT  6 POI  NTS 

Bruce  White  and  Alfred  Black  had  been  partners  engaged  in  buying 
and  selling  scrap  metal  but  the  partnership  was  dissolved  when  a 
serious  personal  disagreement  arose.  Upon  the  dissolution  of  the  part- 
nership, White  stated  to  Black  that  he  would  never  have  any  more 
business  dealings  with  him.  Thereafter  White  and  Black  separately 
engaged  in  the  scrap  metal  business.  Black  employed  Henry  Taylor 
as  his  purchasing  agent  but  that  fact  was  not  known  to  White.  Taylor, 
as  Black’s  undisclosed  agent  and  fully  aware  of  the  disagreement  be- 
tween White  and  Black,  represented  himself  to  White  as  an  indepen- 
dent dealer.  By  reason  of  that  representation  he  secured  in  1940 
a written  contract  from  White  by  the  terms  of  which  he  agreed  to 
sell  to  Taylor  certain  valuable  scrap  metal.  Before  making  delivery 
of  the  scrap  metal,  White  learned  of  Taylor’s  agency  and  refused  to 
make  delivery  of  the  scrap  metal. 

Assuming  that  Black  suffered  a loss  of  $10,00  because  of  the  breach 
of  contract,  can  Black  or  Taylor  recover  from  White  for  that  loss? 
Answer  “Yes”  or  “No”  and  then  discuss  the  legal  principles  of  agency 
involved. 
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QUESTION  NO.  VIII— WEIGHT  6 POINTS 

On  September  15,  1944,  Robert  Jones  drew  two  checks  on  the  State 
Bank  payable  to  the  order  of  Richard  Roe  in  the  amounts  of  $5,000 
and  $10,000.  The  bank,  at  the  request  of  Jones,  certified  the  $5,000 
check.  Jones  thereafter  delivered  both  checks  to  Roe.  The  State  Bank, 
at  Roe’s  request  certified  the  $10,000  check.  The  bank  failed  on  Sep- 
tember 16,  1944,  and  on  final  liquidation  of  all  its  assets,  50%  of  each 
check  was  paid  to  Roe. 

Is  Jones  legally  liable  to  Roe  for  the  whole  or  any  part  of  his  loss? 
If  liable,  state  amount  thereof.  Explain. 


QUESTION  NO.  IX— WEIGHT  9 POINTS 

(a)  Discuss  the  important  characteristics  of  war  contracts  which 
are  subject  to  renegotiation.  Briefly  set  forth  the  principal  changes  in 
the  law,  which  were  made  by  the  Renegotiation  Act  of  1943.  Limit 
answer  to  100  words. 

(b)  Briefly  state  the  two  principal  purposes  for  renegotiation  of 
war  contracts. 


QUESTION  NO.  X— WEIGHT  6 POINTS 

James  Wright,  while  in  Philadelphia,  on  September  14,  1944,  drew 
a check  on  the  Second  National  Bank  of  Harrisburg  payable  to  the 
order  of  William  Thompson  and  delivered  it  to  the  payee.  Thompson 
immediately  telegraphed  the  Second  National  Bank  of  Harrisburg 
inquiring  whether  it  would  honor  the  check,  and  the  bank  by  telegram 
replied  promising  to  honor  the  check.  Thompson  thereupon  deposited 
the  check  in  a Philadelphia  bank  for  collection.  On  September  15, 
1944,  Wright,  in  writing,  instructed  the  Second  National  Bank  of 
Harrisburg  to  stop  payment  on  the  check.  The  check  arrived  at  the 
Second  National  Bank  of  Harrisburg  on  September  16,  1944. 

Is  the  Second  National  Bank  of  Harrisburg  under  a legal  duty  to 
pay  the  check?  Answer  “Yes”  or  “No”  and  then  explain  using  no 
more  than  fifty  words. 


QUESTION  NO.  XI— WEIGHT  10  POINTS 

(a)  Is  the  liability  of  a person  who  is  a co-debtor  with,  or  guarantor 
or  surety  for,  a bankrupt  discharged  by  the  formal  discharge  of  the 
bankrupt?  Answer  “Yes”  or  “No.” 
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(b)  Is  the  amount  and  nature  of  the  exemption  to  which  a bankrupt 
is  entitled  determined  by  the  Federal  Bankruptcy  Act  or  by  the  law 
of  the  state  in  which  the  bankrupt  is  domiciled? 

(c)  May  a solvent  farmer  owing  debts  of  less  than  $1,000  be  adjudi- 
cated a voluntary  bankrupt?  Answer  “Yes”  or  “No.” 

(d)  Explain  the  difference  between  a secured  creditor  and  a pre- 
ferred creditor,  i.  e.,  one  whose  claim  has  a priority?  Give  an  illus- 
tration of  each. 

(e)  Do  life  insurance  policies  of  a bankrupt  which  are  payable  to 
his  wife  pass  to  the  trustee  as  an  asset  of  the  bankrupt’s  estate?  An- 
swer “Yes”  or  “No.” 


QUESTION  NO.  XII— WEIGHT  5 POINTS 

For  an  instrument  to  be  negotiable,  under  the  Act  of  May  16,  1901, 
and  its  amendments,  must  it: 

(a)  Be  dated. 

(b)  Specify  the  place  where  it  is  drawn. 

(c)  Be  signed  by  the  maker  or  drawer. 

(d)  Be  under  seal. 

(e)  Contain  an  unconditional  promise  or  order  to  pay  a sum  certain. 
Answer  each  by  the  use  of  the  word  “Yes”  or  “No.” 
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